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8.28 Reciprocity is not always equivalent to a system of "bill and keep· unless the
termination services are identical and net traffic flows are negligible.

8.29 Reciprocity is designed to counteract the ability of a dominant incumbent to use its
greater bargaining power to extrad superior interconnection terms and conditions from
a weaker rival or a new entrant The disparity in the relative sizes of the networK
operators is a principal source of this imbalance. Another source of this imbalance is
the ability of the dominant incumbent to p~commit to terms and conditions on the
basis of its entrenched position.

8.30 In the absence of reciprocity, the dominant incumbent can disadvantage its rivals by
charging exorbitant rates for incoming traffic. At the same time, it can extract very low
rates to terminate traffic on its rival's networ1<.. When prices must be the same in both
directions, the dominant incumbent will agree to lower access prices, especially if it
terminates large amounts of traffic on rival networtts. The result is lower final prices
and, therefore, higher consumer welfare.

8.31 No~;scrim;nation aCttJss fellow network operators for the same serv;ce. A network
operator must charge the same inutrconnection charge for the same service to any
other network operator as it charges to itself. Thus, for eXlimple, network operator A
providing call termination services to networK operators X and Y, as well as to itsett,
must charge the same amounts a =x =Ytel itself as well as to each of the other
network operators. This principle has been called imputation when applied in bilateral
relations only, Le., to define charges between network operators A and X. This
principle sets the same termination charge for all calls irrespective of their origination
(intemational, long distance or local). Thus, it follows the general trend towards
unbundling of telecommunications services. However, this principle gives the freedom
to network operators to use any non-linear pricing seneme (such as quantity
discounts).

8.32 This principle also requires that network operators providing interconnection purchase
access services for their own prodUcts at disdosed rates. This principle precludes a
network operator from charging less for its final services than for the sum of the
various components used in its final service, and sold to rivals.

8.33 The non-disaimination reqUirement is designed to prevent a dominant incumbent from
tailoring its interconnection charges to manage the competition among vertical service
providers. It is likely that, among those providers that require interconnection, if there
was no non-disaiminilltory interconnection, the ones that provide the closest
substitutes to the dominant incumbent's services will face the highest interconnection
charges.

8.34 Disaiminatory interconnection charges also permit a dominant incumbent to extract
better the rents available from the services made available by rivals. Price
disaimination in access services assists a dominant incumbent to Mmanage­
competition in its downstream marKets. In particular, rt will have severely diminished
incentives to innovate because most of the gains will be "taxed- 'lNiay through
interconnection charges.
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8.35 Unbundling of interconnection services. This pnncple requires networ1( operators to
separate out those services needed by other networ1( operators to terminate traffic
and offer them on a stand-alone basis. It does not insist that networK operators
unbundle all the intermediate or final services that they provide.

8.36 This principle is intended to deal with the ability of a dominant incumbent effectively to
raise interconnection cnarges to exclude a rival, or at least to extract its profit through
a Mprice squeeze-. Without unbundling, a dominant carTier can skirt the reciprocity
principle by offering a highly bundled termination service at a correspondingly high
price. Incapable of providing many components of the bundle, a rival would effectively
be required to pay high termination charges. Unable to reciprocate with a like service.
the rival would charge a much lower price'for a more basic termination service.

8.37 Geographic de-averag;ng of interconnection charges. Interconnection charges should
take account of different geographic mari<ets and different customer mari<ets. At its
most basic, for example, this prindple means that interconnection cnarges should
differ between residential and business customers in different parts of the country.
This principle counteracts the tendency of the dominant incumbent to shift its costs
between different geographic and customer mancets.

8.38 The exclusion of monopoly rents from interconnection charges. Inclusion of monopoly
rents in the interconnection charges, as the Baumol-Willig rule proposes, creates
significant adverse economic inefficiencies. This principle is discussed in detail in
Appendix C of these Submissions.

Justification and intuition of these principles of interconnection

8.39 The crux of the intuition of these principles lies in the recognition that, today, the
telecommunications sedor in New Zealand is essentially a network of interconnected
networKs (commonly called a Mnetwork of networks-), rather than customers
connecting to a natural monopoly provider. The structure of a networ1( of networ1(s is
complex as it encompasses both horizontal and vertical elements56

• Traditional public
policy remedies that work well in purely horizontal or vertical situations prove
inadequate. The policy solution lies in finding the appropriate principles to achieve
efficient interconnection of multiple two-way networks.

8.40 Economic analysis shows that in an unregulated market interconnection charges are
expeded to vary w1dely depending on the sizes of competing local networ1<s and the
ability of a dominant incumbent to precommit on the level of the interconnection
charges to implement a price squeeze on an entrant or rival. Equality of
interconnection charges for calls that go in opposite directions in ~o-way networks
occurs in these models of an unregulated network of networks only when the networ1<
operators are strategically symmetric and can act simultaneously. In this case, the
ability of either network. operator to implement a price squeeze on the opponent is
largely restricted. In an unregulated network. of networks, strategic inequalities also
result in higher prices for end-to-end final services. This therefore resutts in reduced
consumer satisfaction. The lowest prices for end-tCH!nd services occur when the
competing local networks have the same strategic power.

55 See Economldes and Whrte (19904) and Economldes (1995)
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8.41 In the absence of adequate regulation, a dominant local network operator that has
the ability to set interconnection charges earlier than smaller network(s) can'

• set high charges to "price squeeze' smaller networKs

• reduce the amount of satisfaction that a consumer may get from subscribing to
a smaller networK

• lock in current customers making it costly for them to switch to competing
networKs

8.42 Thus, 8 dominant local network operator can use interconnection cnarpes as a tool of
horizontal competition against a dif8Ct competitor that offers a similar service.

8.43 It is vital from a policy perspective to reduce the tilt of the playing field that today
overwhelmingly benefits the dominant incumbent In the absence of a stnJet1Jral
solution (such as the divestiture of AT&n, and given 8 regime of light-handed
regulation and ineffective competition law, the only available instruments are
guidelines or restrictions affecting the conduct of networK operators. It is for this
reason that aeliSouth proposes broad legislative principles and a mandatory arbitral
regime in these Submissions.

8.44 It is essential that the broad legislative principles selected lead networK operators in
their negotiations and, if necessary, any arbitrators to agree on, or to determine,
interconnection prices which would in effect be agreed or determined if the following
access pricing principles were actually adopted in their private contract. Put another
way, the board legislative principles must be designed to achieve in practice the result
that would be achieved if the specific access pricing principles were adopted.

8.45 Analysis of theoretical models shows that the ability of a dominant incumbent to use
its strategic power through precommitment on the level of interconnection charges is
severely restricted by the principles defined earlier.

• mandatory interconnection ensures that small networKs are not immediately
exduded

• reciprocity of int~rconnectioncharges ensures that strategic power is almost
equally divided between two networK operators of different sizes and quite
different abilities to precommit Even when the dominant networK operator is
able to precommit on interconnection charges, the reciprocity principle
removes the strategic power from the dominant incumbent tf the reciprocity
principle is not applied, the dominant incumbent haS an incentive to choose a
high interconnection charge and have the entrant respond by a low
interconnection charge. But this is ruled out under reciprocity

• non-disaimination across networK operators for the same service ensures
unbundling of termination service. Since some of the relationships of other
fellow networKs to the dominant incumbent are essentially vertical while others
are essentially horizontal, the dominant incumbent has an incentive to use
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different interconnection charges when dealing wrttl different networ1o:.
operators. The dominant incumbent has an incentive to charge a higher
interconnection charge to horizontally-related networ1< operators (as well as to
vertically-related networ1<.S). The principle of non-discrimination across network
operators for the same service ensures that this horizontal price squeeze is
costly to the dominant incumbent It therefore does not have an incentive to
use tt1is strategy

• geographic de-averaging of interconnection charges ensures more efficient
pricing across the many different geographic mar1<ets that exist in the
telecommunications sedor

8.46 Mandatory comprehensive disdosure by the dominant incumbent ensures that fellow
netwof1( openltors know sufficient information about the dominant incumbent to
negotiate appropriate interconnection charges on the basis of these access pricing
principles

Pricing.t long-run 8wf1Ige incremental cost (LRAIC)

8.47 The best option to maximise welfare is access pricing principles which both:

• place constraints on Telecom to ensure a level piaying field between rt and its
competitors in setting access prices

• allow fellow networ1< operators the freedom to negotiate mutually agreeable
outcomes that satisfy those constraints

8.48 The Discussion Papers says that LRAIC is "the [appropriate] lewer bound on access
prices.- This is an example of a useful access pricing principle, namely that access
and final services are never priced below average incremental costs.

8.49 Another helpful access pricing principle is that, whenever the firm breaks even, and
only then, access and final services should not be priced higher than the stand-alone
cost Whenever the firTT"l breaks even, and only then, these two access pricing
principles together ensure that there is no subsidy from one service to another service.
These access pricing principles do not, however, provide guidance on how each of the
access and final services should deviate from average incremental cost. Actual
historical and book value costs are irrelevant.

8.50 Demand for access services will vary over time, from both Telecom and its
competitors. Furthermore, large portions of investment in the local loop are -sun~

since, at least over the near term, the facilities are immobile and specialised to their
designed function. Because the capacity of access facilities is fixed, short-run AIC will
at times be quite small, making no contribution to fixed costs, much less towards
Telecom's common costs. capacity of this sort, however, anives in rather large
-Iumps-. Therefore, excess capacity is the rule rather than the exception.
Consequentiy, charges for access services should indude an amount that reflects the
cost of capacity expansion that is advanced as a result of growing demand (a s~

56 See paragraph 10 of Appendix 0 to the Discussion Paper.
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called -shadow cost). For this reason, LRAIC is a reasonable approximation to the
direct incremental costs in the very short run. Economic efficiency implies that the
appropriate costs are forward-looking costs rather than historical costs.

8.51 However, policy makers cannot rely on cost information provided by Telecom to
compute LRAIC:

• first. Telecom has an incentive to "cost shift" by moving expenses to access
categories away from other services on the ground that a Wide range of
possible cost allocations can be argued in the light of the fact that these
services are typically provided over joint facilities. Nevertheless, the Ramsey
pricing rule is the most effective allocation

• secondty, Telecom has an incentive to report LRAIC based on historical costs
tne appropriate way to menure costs is forward looking and Telecom's
reported LRAIC will therefore pefl)4ltUate a cost structure that reflects any past
inefficient investment decisions that it made. For this reason, engineering
process models should be used to projed future costs of access using the
available technology most likely to be used - whether or not that is the current
technology used by Telecom

B.52 Moreover, LRAIC can facilitate price discrimination on relecom's part. In particular,
Telecom can today charge fellow networi( openrlOrs different access prices claiming
that LRAIC differed among them. Unless conmnt retums to scale prevail in the
provision of access services, there should intuitively be some variation in LRAIC of
access based on the size of the network operator. Efficiency would then imply volume
discounts. These discounts are a fonn of price discrimination.

Characteristics of interconnection prices - non-linear usage-based, peak load and
other forms of capacity-based pricing

8.53 Capacity-based and usage-based charging are ~dimensional access pricing
principles which must be taken into account in order to achieve efficient pricing. One
example is to consider the ability of network operators to make use of complementary
network facilities at off-peak hours.

8.54 Non-linear usage pricing corresponds to the network operator charging its customer a
unit charge which varies with the level of usage. Non-linear pricing is prevalent in
telecommunications whare discounts are even prov!ded to res~d~ntiaJ::Ind small
bUSiness subscribers. Telecom offers its subscribers non-linear tariffs.

8.55 Telecom does not offer 8ellSouth non-linear interconnection charges. The
interconnection charges BellSouth must pay Telecom are linear, Le., BeIiSouth pays
Telecom a fixed rate per minute regardless of the traffic it generates. BeliSouttl does
not benefit from any of Telecom's price discounts for large levels of usage even
though those discounts are routinely granted by Telecom to its large subscribers.

8.56 This is true in spite of the fad that BellSouth provides Telecom with more information
regarding rts traffic when it provides detailed and regular1y updated traffic forecasts
than do Telecom's large business clients.
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8.57 Capacity-based pricing corresponds to a s;wation where BellSouth would commit itselt
to pay a flat fee in exchange for which it could send as much traffic as it wants up to
the peak level it has contracted for without paying any usage charge. It would provide
BellSouttl with an incentive towards greater efficiency in as much as off-peak traffic
would not affect the flat fee. BellSouth could. potentially, be worse off whenever
erttler its peak traffic falls below the peak it has contracted for in as much as it is
paying for capacity it is not using. BetlSouth could also end up worse off if its traffic
peak is higher than what it has contracted for. Under these circumstances, BellSouth
and Telecom might have agreed that Telecom would take some or all overflow traffic.
This would presumably be conditional upon BellSouth paying a relatively high usage
rate on overflow traffic.

B.58 Telecom provides large business customers complex contracts typically tailored to the
latter's requirements. They tend to refled the customer's traffic pattem together with
an option for the subsaiber to bear some or all of the risk associated with blocking. In
countries where there is substllntial competition. those contracts offer deep discounts
relative to commercial rates.

B.S9 Where mar1<etsare perfect and resutt in efficient outcomes and both buyers and
sellers each fonn a homogeneous population, risk would be a dimension of the
commodity traded and one would 8)q)8d to achieve an interconnection price partially
capacity-based partially usag.based. Maft(et players must be characterised by their
attitude to risk (riSk-prone v. risk-adverse) which translates itself in their willingness to
pay to lower the risk fevel.

B.60 Whenever buyers are more risk adverse than sellers, privately-negotiated
interconnection charges would, in the absence of dominance, be primarily usage­
based. On the other hand, where they are less risk adverse, the pricing structure
would be predominantly capacity-based.

8.61 Where the players are risk-neLltral, one expects asymmetry in the infonnation
availabte to the players with the entrants better able to forecast their traffic. i.e.,
seeking to pay for a larger proportion of their traffic through capacity-based pricing.

8.62 8ellSouth has commissioned further economic research in order that policy making
will be even better informed. This research will be made available to officials as soon
as it is available.
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APPENDIX C

The Baumol-Willig rule is not an appropriate access pricing rule

The Discussion Paper

C.1 The Discussion Paper7 defines the Baumol-Willig rule in the following tenns:

a firm seelcing access should pay tne incumbent a sum sufticient to comJ)enute it for the
opportunity cost of C\lstomers lost to the entrant including its foregone profits, if any.

C.2 The Discussion Paper" says that many of the criticisms of the Baumol-Willig rule "are
due to misunderstandings of the rule itself, or misapplications of the rule in a particular
contexts". The Discussion Paper therefore focuses primarily on:

• the ability of the Baumof-Willig Nle to restrid inefficient entry into the market

• the ability of the Baumol-Willig rule to enable the competing away of monopoly
rents

In practice, the Baumol-Willig rule will almost never achieve these objectives.

C.3 In summary, the Discussion Paper" says that the Baumol-Willig Nle:

was solely ci.igned to achieve the goal of productive efficiency. In the simplest. static and n~
uncertaInty context, the rule .chi..... this goal. Howwer, if other factors .re introduced, such
as uncerminty .nd sunk costs, or if the dynemie beneftts of competition are considered, the BW
rule may, in fact, deter efficient entry

C.4 However, the Discussion Papef"O says that the Baumol-Willig rule:

has the advantage of being minimally invasive of the incumbent's property lights .nd permits
recovery of the costs of soci.1 obliglltians (suctl as the Kiwi Share) withoLlt Dplicrt qu.ntifie.tian
of those costs. However, the BW (rule) does not achieve .nd was not d.igned to
achi....e....lIocative ef'fieiency. To the extent tn8t the competitor is more efficient than the
Incumbent in the downstrum m.l1cet, there will be some downward movement of fin.1 prices.
However, it is likely to be limited and. in Iny .....nt, will not restrain the .bility of the incumbetrt
to ch.rge monopoly rents on the natural monopoly portion of the business.

The Baumo/-Willig rule perpetufteS inefficiency in the te/ecommuniclltions
sector in New Zealand

C.S The Baumol-Willig rule perpetuates inefficiency in the telecommunications sedor in
New Zealand. In particular.

• the Baumol-Willig Nle creates very significant allocative and dynamic
inefficiencies

57
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See paragraph 100 of the DisclJssion P.per.
See paragraph 102 of the Discussion Paper.
See paragraph 124 of the Discussion P.per.
See paragraph 125 of the Discussion Piper.
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• the Baumol-Willig rule sacrifices long-run benefits of competition by excluding
entrants

• the Baumol-Willig rule is not designed to coiled contributions to defray a
revenue shortfall

• the Baumol-Willig rule is insensitive to local market conditions

• it is not necessary to use the Baumol-Willig rule to recover the so-called costs
of Telecom's agreement with its shareholder to resbid residential tariffs

• the Baumol-Willig Nle is not immune to the problems which may arise in
finding and applying average incremental cost .

C.S When an entrant or rival and a bottleneck monopolist both produce a complementary
component to the bottleneck service, the Baumol-Willig rule specifies that the access
charge paid by the entnlnt or rival to the monopolist should be equal to the
monopolist's opportunity costs of providing access, induding any forgone revenues
from a concomitant reduction in the monopolist's sales of the complementary
component

C.7 The Baumol-Willig Nle has a superficially seductive logic. Its very strong assumptions
ensure that an entrant or rival producer of the complementary component can provide
a service only if it is at least as efficient as the monopofist in the production of the
complementary component That is, the Baumol-Willig rule ensures that production
will not be diverted to an inefficient producer.

C.B However, the Baumol-Willig rule holds as a first-best pricing principle (i.e., it
maximises social welfare) in a static world only;( a stringent set of assumptions hold."
These assumptions are:

• the monopolist's price for the complementary service is based on a marginal
cost pricing rule

• the monopolist's and entrant or rival producer'S components are perfed
substitutes

• the production technology of the component experiences constant returns to
scale

• the entrant or rival producer has no maf1(et power

• the monopolist's marginal cost (or average incremental cost) of production of
the component can be accurately observed

78
61 See Economides 8nd White (1995): Laftont .nd Tirole (1994).
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• the quantity demanded of the complementary service is left unchanged by
entry

C.g If any of these assumptions does not hold, the Baumol-Willig rule will lead to allocative
and dynamic inefficiencies which can be very significant. In particular, when the
monopolist which controls the bottleneck facility does not price at marginal cost (the
first assumption is violated), the Baumol-Willig rule leads to a perpetuation of high
prices for end-to-end services. Because the dominant incumbent will price above its
marginal cost, the Baumol-Willig Nle in ttle telecommunications mar1<et in New
Zealand is not an appropriate access pricing principle. This condusion is based on
the following theoretical and empirical observations:

• it is well established by economic tneory, as well as by empirical observation,
that a monopolist which is not restrained by regulation or competition law will
use its ability to price above marginal cost The monopolist holder of a
bottleneck facility is no exception. It will price its output above cost and so
reap supernormal (monopoly) profits

• while tne use of monopoly power and pricing above marginal cost are each a
natural and expected behaviour by a monopolist, neither can be easily
ascertained by observation of ns accounts. It is well understood that items
which appear as profits to competitive firms often instead appear as costs in
the accounts of a monopolist

• accordingly, the crucial issue on the appropriateness of the Baumol-Willig rule
is not the appearance of accounting profits but rather tne determination of the
ability of the bottleneck monopolist to price above marginal cost

• in New Zealand, there is no doubt that Telecom is a dominant firm and is able
to price above marginal cost. This is expressly made dear by the Privy Council
in Telecom v Clear. Moreover, in New Zealand, legal restraints on monopoly
behaviour are weak. Accordingly, the telecommunications sedor in New
Zealand is an industry where the Baumol-Willig rule is an inappropriate access
pricing principle. The Baumol-Willig rule in New Zealand leads to significant
losses in efficiency

C.10 The application of the Baumol-Willig rule in industries that do not meet the very
stringent requirements set out in paragraph C.S is likely to lead to very significant
allocative inefficiency. In particular, the-application of1he Baumo~Willig rule by the
dominant incumbent monopolist, even when combined wtth free entry in the
complementary good mar1<et, is likely to lead to prices of end-to-end services that
exceed marginal cost. Accordingly, consumers who woutd have been served in a
competitive market are, under the Baumol-Witlig rute, exduded from the mar1<et
because of the high price. This resutts in significant a/locative inefficiency.

C. 11 Entrants in the complementary good market that are equally efficient or more efficient
than the incumbent will not be discouraged from entering through the application of
the Baumo~Willigrule. Accordingly, where there are more efficient or equally efficient
potential entrants, the application of the Baumo~Willigrule results in a pure allocative
loss.
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C.12 Even if the potential entrant in the complementary good maJ1(et is less efficient than
the monopolist, the Baumol-Willig rule often leads to efficiency losses. Economides
and White (1995) show that the exclusion of inefficient rivals through the use of the
Baumol-Willig rule may be socially harmful. This is because the maJ1(et presence of
even one inefficient rival could bring net social benefits by causing the price to fall
sufficientty so ttlat the net gain to consumers (ttle reduction in ttle deadweight loss
"tJianglej would exceed the inefficiency costs of the rival's production.

C.13 When the technology of production involves inaeuing returns to sale, which is the
typical case in telecommunications, a monopolist may use the Baumel-Willig rule to
exclude or marginalise a more efficient rival. The monopolist uses the Baumol-Willig
rule to establish high interconnection charges that result in a restriction of the scale of
operation of the rival in the complementary market Because of the existence of
increasing returns to scale, the rival ends up operating at the high end of its cost
curve. The dominant incumbent is able to raise the production costs of its rival
through the implementation of the Baumol-Willig rule. Accordingly, the rival is hurt by
the Baumol-Willig rule twice:

• first, because of high interconnection charges

• secondly, because it is forced to operate at small scale and at high cost

C.14 The Baumol-Willig rule can thus be used to implement a tight profit squeeze on a rival
or even to exclude the rival. In this process, consumers are deprived of lower prices
that would have resutted from competition in the absence of the Baumol-Willig rule.

C. 15 The monopolist has an incentive to understate its marginal costs of production of the
complementary component (i.e., the service where it faces competition) and then
employ the Baumol-Willig rule to levy an exclusionary aexess charge vis-a-vis its rival.
The effects of this strategy are similar to the ones described in paragraph C.13. That
is, more efficient rivals are excluded.

C.16 If the monopolist is constrained to eam zero profits in the bottleneck maJ1(et, and if its
costs are not perfectiy observed, it can claim that some marginal costs of the
complementary services are marginal costs of the bottleneck service. Lower marginal
costs of the complementary component justify a higher charge under the Baumol­
Willig rule. This higher charge will now deter even those rivals that are more efficient
than the monopolist in the production of the complementary component

C.17 The Baumol-Wil/ig rule reduces competition in merkets that ate both vertically-re/ated
and horizoma/ly-re/ated to the bottleneck monopolist. By rwquiring any interconnecting
network to pay high access charges, the Baumol-Willig I\IIe ensures a reduced impact
of competition in any market that is vertically related to the bottleneck monopoly (Le.,
any maJ1(et that provides goods or components that are complementary to the service
for the bottleneck monopolist). Accordingly, since long distance providers have to
interconnect with the bottleneck monopotist in the local market. the application of the
Baumol-Willig nile by the bottleneck monopolist reduces the impact of competition in
the long distance market
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C.18 Moreover, a local competitor of the bottleneck monopolist is harmed by tt1e applicatJOn
of the Baumo~Willig rule. A competitor of the dominant incumbent monopolist which
provides local service in some regions or which provides mobile service (a substitute
to fixed local service) requires interconnection to the local network of the monopolist.
Since the component of final service proVided by the competitor is complementary to
the component of the final service provided by the owner of the bottleneck facility, the
two firms, monopolist and competitor, are vertically related. At the same time, the
competitor may be seeking actively to win subscribers over to its network. It is thus in
direct competition with the dominant incumbent monopolist The Baumo~Willigrule
justifies to the monopolist high interconnection charges that lead to a marginalisation
of the competitor (through a price squeeze). The Baumo~Willig rule therefore reduces
horizontal competition.

C.19 Therefore, the Baumol-Willig rule effectively prohibits competition in the bottleneck
market. Often, a bottleneck ma,xet is described as a natural monopoly. The Baumo~

Willig rule makes the bottleneck ma,xet a lega'monopoly, i"..spective of whether or
not it is a natural monopoly. When the Baumol-Willig rule is applied, the possibility of
competition into the bottleneck rmu1cet is eliminated. This is because a potential
entrant in this market must pay to the dominant incumbent its full opportunrty cost
Accordingly, the application of the Baumol-Willig rule can lead to norizontal excJusion.

C.20 A fundamental confusion exists in the Privy Council decision between actual costs,
opportunity costs and social costs. The Baumol-Willig rule is based on the sum of the
adual and opportunity costs of the dominant incumbent monopolist These
opportunity costs are not adual costs. Opportunity costs can be substantial. They
imply a nigh interconnection charge even if there is no ·common cost" of the dominant
incumbent. In general, private opportunity costs are not social opportunity costs.
They do not reflect overall allocative efficiency

C.21 In summary, therefore, the Baumol-Willig rule affects adversely competition in both
horizontally-related and vertically-related markets (witt1 respect to the bottleneck
monopoly). The Baumo~Willig rule perpetuates the monopoly of a dominant
incumbent such as Telecom resulting in:

• significant reduction of competition

• loss of allocative and dynamic efficiency

• . high prices

• reduction of production

The Baumol-Willig rule sacrifices long-run benefits of competition by exduding
entrants

C.22 The Baumol-Willig rule can exclude entry by competitors that have higher costs than
the dominant incumbent. as well as entry by competitors that have lower costs.
Exclusion of either kind of entrant can cause economic loss. Cleany, by excluding
entry of innovative entrants, an economy forgoes the provision of the service at a
lower cost or the provision of an improved service. Forgone opportunities are also
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possible when less effioent rivals are foredosed. Even though an entrant has
somewhat higher costs than the dominant incumbent, it will apply downward pressure
on prices. to the benefit of users.

C.23 However, the full benefits of competition will be realised only if entrants achieve a
sufficientJy large market share. Otherwise, a dominant incumbent of the relative size
of a Telecom has no incentive to cut prices appreciably. By cutting prices, it forfeits
revenue on sales aaoss its entire customer base. Price competition is therefore more
intense when firms are more comparable in size.

C.24 The importance of a -balancecr industry structure was recognised by the Privy Counol
when it offered its test for abuse of a dominant position ({1995] 1 NZLR 385, 403):

it canncrt be Mid th~ I peraon in I dominant martctlt position ·us." tn.t position tor the pu~ose

01 5 3e unless he lets in I way which I person ncrt in a dominlnt position but ath~se In the
same circumstances would haw acted

C.25 If Telecom sets interconnection prices as if tt shared the market with its competitors.
then those competitors would be able to compete tor the market The price
competition that would ensue would benefit end users.

C.26 By its nature, the Baum~Willig rule perpetuates the monopoly profits that a dominant
incumbent enjoys. Accordingly. the Baumel-Willig rule transforms the temporal gain of
a dominant inaJmbent into a permanent and reaJrring gain. In this wey, the Baumel­
Willig rule does exactly the opposite of what competition is supposed to accomplish:
the Baumol-Willig rule keeps priCilS and profita high. InstNd of squeezing out
monopoly proMs, the Baumol-Willig rule prevents competition from $queezing them
out.

C.27 The Discussion Paper has and other government reports have extolled the benefits of
innovations such as the introduction of Centrex by Clear. But Clear was delayed by
Telecom in its ability to offer this particular innovation up to the time when Telecom
itself was in a position also to offer it This two years' delay therefore lead to welfare
losses. But these benefits are threatened by interconnection charges that are based
on the Baumol-Willig rule. New entrants will bring improved technologies and
enhanced services to the maf1(et But this does not mean that new entrants should
receive so-called -infant industry protection". Entrants are capable of competing with
Telecom using superior products and processes. But to do so, entrants must be able
to purchase access on economic terms.

C.28 The Baumol-Willig rule creates incentives for the entrant to reduce costs. But the
Baumol-Willig rule gives no incentives to the dominant incumbent to innovate. By
limiting competition and by perpetuating monopoly. the Baumel-Willig rule limits the
possibility of change in the telecommunications sedDr.

C.29 Under the Baumol-WiJlig rule, the dominant incumbent eams the same revenue
irrespective of who carries the call in the ·competitive· section of the maf1(et
Accordingly I the dominant incumbent has an incentive to delegate this function to a
more effioent competitor and the entrant has an incentive to be efficient in the
"competitive- section of the market That is, the dominant incumbent has no incentive
to be efficient in the "competitive· section of the market Also, the Baumol-Willig rule
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implies that the final price for end-to-end services will be relatively high. Thus, under
the Baumol-Willig rule, some services (which, in ttle absence of the Baumol-Willlg rule
would be viable and socially desirable) will have to be offered at prohibitive prices.
Those servIces will not survive. At the same time, the Baumol-Willig rule gives
incentives for the incumbent to provide new services pre-emptively, so as to be able to
eam the profits implied by the Baumol-Willig rule. In simple tenT'ls, the dominant
Incumbent has no incentive to Innovate itself.

The Baumol-Willig rule is not designed to collect contributions to defray a revenue
shortfall

C.30 The Baumol-Willig rule was designed to discourage entry by inefficient competitors. In
reality, it is more likely to generate a surplus for the incumbent - espeoally if monopoly
profits are induded through opportunity costs. But this surplus defrays losse.s that the
dominant incumbent experiences in some mar1cets. Vet this is not the purpose of the
Baumol-Willig rule. Moreover, there are elegant solutions to these sorts of problems.
For example, the Ramsey pricing rule is specifically designed to collect joint and
common costs to minimise the welfare losses of having prices depart from marginal
costs.

C.31 In general, prices implied by the Baumol-Willig rule differ from Ramsey prices. As a
result, the use of the Baumol-Willig rule to collect any contribution to Telecom's joint
and common costs (together with contributions to cover the so-called Kiwi Share
"obligation") will further drive prices away from efficient levels. The actual size of the
efficiency losses that will occur as a result of the Baum04-Willig rule still need to be
quantified.

The Baumo/-Willig rule is insensitive to local mar1cet conditions

C.32 The Baumol-Willig rule is insensitive to local mafi(et conditions. The form of the
Baumol-Willig rule adopted by the Privy Council assumes a high level of geographic
and customer class averaging. In general, average incremental cost as well as
opportunity cost will vary across regions in groups of customers. Opportunity costs
vary with the demand tor various telecommunications services by different groups of
consumers who have different demand characteristics (such as elasticities).
Opportunity costs also vary according to demand at different times of day. Any
serious attempt to implement the Baumol-Willig rule must give different component
charges for each stratified dass of consumers in each region and at different times of
the day.

C.33 If the Baumol-Willig rule is applied as a single charge across regions and classes of
customers, it will result in acute distributional effects across consumer dasses and
regions. Rural consumers, regardless of their ability to pay, will be subsidised by poor
urban consumers.

C.34 Therefore, a single Baumol-Willig rule charge across classes of consumers and
regions creates further significant allocative distortions. These distortions result in the
wrong signals being sent to potential entrants. Entrants will not enter in the
appropriate mafi(ets and will instead enter in the "wrong- mar1cets.
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It is not necessary to use the Baumol-Willig rule to recowtr cost of Telecom's
agreement with its shareholder to restrict residential tariffs

C.35 It is not necessary to use the Baumo~Willig rule to recover the costs of Telecom's
agreement wtth its shareholder to restrict residential tariffs. The Discussion Pape~
incorrectiy states that

One of the advantages ot the BW rule...(is] that it permits ttl. recovery ot a contribution tOWllrds
the cost of the Kiwi Share without requiring th.. to be ••pamely estimated and verified.

C.36 It is not dear if the Baumol-Willig rule recovers more or less than what is necessary for
the sl>called ·obligation- of Telecom's agreement with its shareholder '0 restrict
residential tariffs (on the assumption, which is as yet untested (because the aJrrent
disclosu.... regime is inadequate to enatHe fellow netwo", operators to observe the
relevant ·costsj, that the so-eaJled ·obligdon·of Tetecom's agreement wtth its
shareholder to rutrid residential tariffs is a cost to Telecom).

C.37 Also, the Baumel-Willig Nle does not "recover'" costs from the "righr aJstomers. The
Baumol-Willig rule implies a high interconnection c:::Nirge across all services.
Therefore, all customers pay for the sl>caUed Kiwi Share ·obligation- rather than those
who should pay because their fixed connections a.... mo.... costiy. The so-called
·obligation- of Tetecom's agreement with its shareholder to restrid residential tariffs
arises from the actual costs of conneding some (Nral) customers that are higher than
the actual costs of conneding urban customers. An efficient method to recover any
implied loss is to charge these specific (rural) customers more. If this is done through
higher interconnection charges, these cnarges should apply to those partiaJlar
customers who create the sl>C8/1ed Mobligation-. Other customers should not be
charged more for interconnection.

C.38 Moreover, as stated above, the Baumo~Willig rule (which recovers opportunity and not
actual costs) is not an appropriate method to recover actual costs.

The Baumol-Willig rule is not immune to the problems which may arise in finding and
applying .wfilge incremental cost

C.39 Since the Baumel-Willig Nle is based on average incremental cost plus opportunity
cost, it is not immune to the problems that may arise in finding and applying average
incremental cost. The discussion in Appendix 8 of these Submissions on average
incremental cost notes that there is a difficulty in measuring average incremental cost
when cost information must be provided by Telecom itself. Te4ecom has an incentive
to shift costs to increase the average incremental costs of access. Telecom can also
do so by using its historical cost rather than forward-looking costs.

62 See paragraph 146 of the Discussion Paper
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APPENDIX D

Telecom's agreement with its shareholder to restrict residential tariffs

Nllture of the issues

0.1 This Appendix considers a number of issues whictl arise out of Telecom's agreement
wrth its shareholder to restrid residential tariffs. In broad terms, those issues are:

• whether this agreement is in fad an ·obligation-

• the need to subjed Telecom as the party bound by this agreement to a
mandatory comprehensive disdosure regime to enable the net costs, if any, of
this agreement to be recovered

The Discuaion P_per

0.2 The Discussion Pape,.-:s states that the:

Government is CC1mmitted as a m.uer of policy to the principle of the Kiwi Share. This
document does not question the continued existence of the Kiwi Share.

D.3 Cleany the Govemment is committed to this policy at this mge. Whether or not it is
meeting the objectives which led to the agreement between the Govemment and
Telecom to restrid residential tariffs is, however, unknown until an effective disclosure
regime is imposed on Telecom as the party which has to implement this agreement

Inform6tion _symmetry impedes competition developing

D.4 Telecom's assertions that its agreement with its shareholder to restrid residential
tariffs is in fad an obligation have not been demonstrated. Other networ1< operators
suffer a significant information disadvantage in relation to this agreement despite
Telecom's contention that the costs associated with it be allocated among residential
service providers.

D.5 If this agreement is indeed an ·obligation", then Telecom must fairly and reasonably
be required to disclose the costs that Telecom itself would have to know ;( ff was
competing on a stand-alone basis. Therefore, inherent in Telecom's agreement wtth
its shareholder to restrict residential tariffs is an obligation on Telecom to disdose
fainy and reasonably the real extent and basis of the Obligation, if it is seeking
contributions to what is its own contractual commitment to Government

0.6 For example, Telecom has an incentive to understate, for example, its marginal costs
of production in its competitive mar1<ets and then employ the Baumol-Willig rule to
charge an exdusionary interconnection charge vis-a-vis another fellow networ1<
operator. This strategy can lead to the exdusion of more efficient rivals.

53 See paragraph 142 of the Discussion Paper.
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D.7 It is for this reason tnat ttle statement in ttle Discussion Pape~ that the Baumol-Willig
rule is tree of separate estimation and verification problems is incorrect. Since ttle
Baumol-Willig rule is derived by subtracting the incremental cost from the retail price,
implementation requires a valid estimate of tne incremental cost of production. Since
the Baumol-Willig rule is set as a residual, Telecom has an economic incentive to
understate the incremental cost of proViding service. The lower the reported
incremental cost. the higher the contribution that must be paid by connecting finns.
Further, as discussed in Appendix C to these Submissions, the Baumol-Willig rule
requires a finding that the revenues collected are below the stanO-alone cost of
production. For both reasons, use of the Baumol-Willig rule does not eliminate the
need for undertaking an estimation of the economic cost of production.

D.B Moreover, if Telecom is constnlined to eam zero profits in markets where it has
monopoly power, and if its costs are not perfectly observed, it can cairn that some
marginal costs of its competitive services are marginal costs of the monopoly market
Lower marginal costs of the competitive component justify a higher interconnection
cnarge under the Baumol-Willig rule. This higher interconnection charge will deter
even rivals that are more efficient than the monopolist in the production of tt1e
competitive product.

D.9 Telecom has in fad already successfully transferred a portion of the ·cosr of its
agreement with its shareholder to restrid residential tariffs to new entrants through
interconnection charges. These interconnection charges in practice have been
generally based on business rates which incude a significant contribution to
Telecom's agreement with its shareholder, to which is added an additional contribution
to joint and common costs. Business rates have been applied regardless of the type
of service being offered by the interconnecting network operator, incuding residential
services.

O. 10 Telecom has therefore been able to use its agreement with its shareholder to restrict
residential tariffs in a manner which protects its residential services from competition
from new entrants through artificially high interconnection charges whictl are not
applied to its own residential services.

0.11 One result of this agreement is that it does not directly benefit business customers.
On the contrary, Telecom has said that business rates in fad contribute to what it says
are its "costs- of this agreement On this basis, therefore, the ·obligation- is admitted
by Telecom to be a constraint on business pricing. Telecom's agreement with its
shareholders to restrict residential tariffs is therefore. a distortion.

D.12 However, it is not only in the business part of the market that this agreement is a
distortion. In fad, the major portion of the theoretical benefit of the ·obligation· is
derived by rural residential customers. Telecom's agreement with its shareholder to
restrid residential tariffs is thus likely to be a distortion in 1M uman residential mar1(et
Telecom has chosen to provide only extremely limited residential pricing options other
than the current price calling option combined with a line rental which, by virtue of the
terms of its agreement with its shareholder, will probably never decrease unless
competition evolves in this mantet Overseas experience shows that, if Telecom was
not bound by this agreement, it is likely that basic local service prices would be

64 See paragraph 221 of the Discussion Piper.
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declining in real terTT'ls, reflecting the declining unit cost of the industry. This suggests
intuitively that in the lower cost sector of the urban residential market, at least, no
·obligation" exists today.

D.13· Telecom's agreement with its shareholder to restrict residential tariffs is most likely a
price floor and not a price ceiling. It is therefore possible that Telecom receives more
revenues as a result of ttlis agreement than it would in its absence. It has not been
demonstrated, and other network operators doubt, that this agreement is in fact an
·obligation". In all likelihood, the only place where it imposes an obligation on Telecom
is in rural areas where non-traffic sensitive costs generally outweigh the costs that can
be recovered from consumers under this agreement 115

Reeowry of any "cost" through interconnection charges

0.14 Only if Telecom we.re SUbject to a mandatory disclosu.re regime requiring it as the
dominant incumbent and as the party bound by the agreement to restrict .residential
tariffs to disefose each relevant contribution element for ewry economically distinct
residential and business ".rlcet and service will fellow network operators and
Govemment be able to obserw What should happen in a competitive marlcet. On the
basis of this disdosure regime, therefore, to the extent that this agreement does in
fact impose an observable "obligation" in any economically distinct residential or
business market or service, then that ·obligation" should be recovered by Telecom by
way of the interconnection charge payable in respect of that distinct market or service.

0.15 Under the access pricing principles of reciprocity and non-disaimination, Telecom
should therefore charge an interconnecting network operator an interconnection
charge, in relation to a network service where there is in fact an observable ·cost"
applicable to Telecom's agreement with its shareholder to restrict residential tariffs, an
amount which it charges itsetf and other network operators for the same network
service.

0.16 This discJosure obligation should apply only for so long as Telecom is the dominant
incumbent and the agreement to restrict residential tariffs exists. That is, this
disclosure obligation is simply an incident of dominance and of the nature of
Telecom's agreement with its shareholder.

NlltlJre of disclosure regime

0.17 Section 5C of the Telewmmunications Act 19B7 today contains provisions enabling
the Secretary of Commerce to require Telecom, "for the purpose of facilitating
effective competition in the supply of telecommunications goods and services", to
publish and discJose information -in relation to the supply of prescribed
telecommunications goods and services and prescribing the information, induding
prices, terms, and conditions, that rrelecom] shall make available". In this context, ttle
Telecommunications (Disclosure) Regulations 1990 and the so-called Telecom Ust of
Charges are at present wholly inadequate to enable the appropriate disclosure of
information. Nevertheless, this legislation contains a form of statutory mechanism for
the introduction of an appropriate regulatory disclosure regime.

65 These issues are SUbject to comprehensive reM..... in David Glbel, ·Pricing voice telephony seMces:
Who is subsidlslng whom". Telecommunications Policy, Volume 19, No.6, August 1995, pp 453-4&4.
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0.18 In order for any observable "obligation· of the Telecom's agreement with its
shareholder to restrict residential tariffs to be-recovered by Telecom by way of
appropriate interconnection charges, this disclosure regime needs to be
comprehensive. The nature and extent of this disdosure is discussed in part 7 of
these Submissions.

0.19 In some circumstances, it may be necessary for an independent auditor to audit and
verify the disclosure made by Telecom pursuant to this disclosure regime. In these
circumstances, the cost of the auditor should be shared between the networ1c. operator
requesting the audit and Telecom. However, if the auditor determines that Telecom
has not in fad made appropriate disclosure, there should be power to require Telecom
to meet all of the auditor's costs.

0.20 In any case, the process should allow any atreeted netwoft( operator to provide its own
estimates of the nature and utItnt Telecom's agrMment with its shareholder to
restrict residential tariffs in the relevant circumstances. This process allows a networX
operator which has its own expertise on the matter to submit data to the auditor.
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APPENDIX E

The Gatekeeper

E.1 The Discussioo Paper" analyses in some detail, in the context of network industries
other than telecommunications, whether some sort of Mgatekeeper- is required in order
to decide when and to what extent any access pricing regime whictl is invoked in the
telecommunications industry should apply to another network indUStry. The
Discussion Paper says'" that any access prieng:

regime is unlikely to be appropriate for all acc.s disputes. Therefore, some sort of
'gateKeeper' is require<l. The "glltekeeper" would decide wnen and to what facilities ttle access
pnang regime would apply.

E.2 This analysis in the Discussion Paper proceeds to some extent on the assumption that
a "particular access pricing rule- is appropriate in the telecommunications industry-.
As BeIlSouth indicates in these Submissions, it does not believe that access pricing
principles should be induded now in a change to the Commerce Act. To do so now
would involve the risk of regulatory failure.

E.3 Instead, the access prieng principles discussed in Appendix B to these Submissions
should form the proper guidelines for negotiation and, if necessary, arbitration relating
to the complementary network services. It is better that the principles form the basis
of negotiation and arbitration. In particular. the ar1:)itration process should assist the
parties to an arbitration to identify dear1y the issues upon which they disagree. The
certainty that the arbitrators will ctloose one or other set of the pricing principles
proposed by the parties should resutt in the parties moving toward common ground.

E.4 There is no therefore no justification for any gatekeeping role to be performed once
the artlitral regime has been established for the purposes of deciding when, and what
kinds of, dispute are subjected to the regime. There are five key reasons for this:

• an important characteristic of a light-handed regulatory regime is the right of
parties in dispute to resort to dispute resolution procedures of their own choice

• artlitrators' availability is not a reason for passing business decisions of the
kind descrtbed in the previous sub-paragraph to a gatekeeper

• since the proceedings and operations of the arbitral regime should be at the
expense of the disputants the taxpayer will not be called upon to establish and
fund the artlitration regime in any significant way, and certainly not on an
uncontrollable basis

• disincentives can be included in the arbi'tral regime to discourage disputants
from taking frivolous, vexatious or weak cases before the arbitrators

66 S.. paragraphs 230-253 of the Discussion Paper
67 See paragraph 233 of the Discussion Paper.
68 See paragraph 230 of the DiSCUSSion Paper
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• it would be risky and inconsistent with the current light-handed regulatory
regime for a new or existing institution to be used as a gatekeeper

E.5 The use of a new or existing institution as a gatekeeper is a poor policy option
because:

• the institution will require funding on a continuous basis, presumably by the
taxpayer 50 as to avoid undue influence

• it would be inappropriate to add worK of this importance to the worK of an
existing body, especially within existing funding constraints

• there is a significant risk that the gatekeeper will be captured by industry
participants and issues

• the aft)itr'ators are best placed to determine whether or not a dispute should be
aft)itrated since the al'bitr8torl can be upected to be experts, enosen on an
industry-specific basis and able to dnIW on relevant expertise so as to reduce I

to some extent at least, information asymmetries

• since the arbitrators witl wofi( only on specific arbitrations it will be more dtfficult
than in the case of a continuing body for undue influence to be exercised

E.S On this basis, therefore, there is no need to design a regulatory institution such as a
Gatekeeper in the telecommunications indUstry. There are no access pricing rules to
be regulated in the telecommunications industry. The arbitrators who are appointed
as part of the compUlsory two-part aft)itr'ation process are, in effect., the de facto
Wgatekeeper". However, this de facto Wgatekeeper" is a different Gatekeeper from the
one envisioned by the Discussion Paper. It is not B regulator, a Court or the
Government.

E.7 In summary, these Submissions have focused on the telecommunications industry. In
doing so it is dear that in due course poHcy makers may need to renew the
appropriateness of a Gatekeeper in other networ1( industries in the context of a further
review of policy and access pricing principles in those industries. Today, however, the
issue of the appropriate regulatory institutional design does not need to be
considered.
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APPENDiX F

Other network industries

Focus on te/ecommunic6tions industry

----------

F.1 BeIlSoutt1's policy is to take a constructive approach to and to seek to make a
significant and positive contribution to the debate on competition policy and ttle
regulatory regime for telecommunications. This has induded extensive international
primary research on these issues to ensure that BellSouth's contribution is
academically sound and commercially robust

F.2 The basic tt1rust of these Submissions is that today's light-handed regulatory regime is
failing to produce the conditions required for effective competition in the
telecommunications market because there is no effective means of constraining anti­
competitive behaviour by the dominant incumbent and of resolving disputes and, in
addition, because there is insuffiaent quality informnon available to enable other
network operators to negotiate access arrangements wtth the dominant incumbent
and to enable legal redress if necessary.

F.3 There is therefore a need to address these problems with the market process in the
telecommunications industry. The main changes should be:

• a compulsory arbitral regime to create an eftedive means of resolving disputes
between networ1<. operators in the telecommunications industry

• broad economic principles to guide networ1<. operators and arbitrators

• a more effective information disdosure regime which applies to Telecom for as
long as it is the dominant incumbent

FA These Submissions focus on the telecommunications industry for four key reasons:

• this has been the focus of BellSouth's analysis of the issues and it is the only
industry on which it is qualified to speak with any authority

• the potential welfare gains from competition and innovation in
telecommunications are very large

• experience from the analysis of the telecommunications industry is of vital
importance because it is the only major networ1< industry in which light-handed
regulation has operated for any length of time

• these issues are specific to telecommunications, which presentJy of all networ1<.
industries has the potential to be most competitive

ArtJitnltion for other networK industries

F.5 Nevertheless, the issues discussed, and the solution and policy blueprint proposed, in
these Submissions obviously have considerable relevance and significance for other
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netwoT1<. industries. In particular, some consideration has been given as to whether a
general arbitral regime should be provided for in respect of other network industries.
BellSoutti assumes that a proposal to create an arbitral regime of general applicability
would be subject to further consultations.

F.6 Facilitative provisions could be induded in tne Commerce Act providing for the
establishment of an arbitral regime in presaibed circumstances. It is not. however.
appropriate to design in advance the regime that might apply to particular netwoT1<.
industries. Nevertheless it is important that each such regime have certain common
features:

• it needs to be established only when there is, or when there is a reasonable
anticipation of, a need to enhance m.rket processes in a network industry

• each regime should be designed to take Iccount of the specific circumstances
of the industry to which it nalales

• principles that are consistent with the overriding principles of the Commerce
Act should be established on an industry-specific basis, but, to the extent
possible I not on a prescriptive basis, to guide dispute resolution according to
the arbitral regime

• once established, the arbitral regime hiS compulsory application to industry
participants involved in disputes and may be invoked by either disputant

• there should be rights of joinder and consolidation of issues

• there should be provision for a strict timetable to be established and enforced

• the arbitrators should have the right to compel the attendance of the parties
and witnesses and the production of evidence

• the arbnrators' decision should be final and binding and rights of appeal should
be strictly limited

F.7 It is necessary:

• to determine when and in what circums1ances an arbitral regime should be
designed

• provide for its design

• provide for it to be brought into law

F.B These three functions should be separated so as, on the one hand. to place the
responsibility for the performance of the fundion in appropriate hands and, on the
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ottler hand, to give ttle opportunity to mafi(et partiopants to invoke the procedure if a
case can be made for ft.

F.9 Thus, BeliSouth suggests the following steps:

• tt1e process for tt1e design of an industry-specific arbitral regime and for ttle
preparation of relevant broad industry-speciflc principles may be commenced
either as a result of a Court order or at ttle instance of the relevant Minister,
presumably the Minister of Commerce

• in so far as a Court is involved, a Court order could only be made where a
Court is convinced that there is a need to enhance maf1(et processes, or there
is a perceptible risk of a need to enhance maf1(et processes by virtue of the
stnJeture of a particular netwcf1( industry or the existence in that industry of a
dominant incumbent or incumbent with particular scale or scope has meant
that access to the netwcf1( is being denied, or the terms and conditions of
access to the netwcf1( are unreasonable, or likely to be unreasonable with the
result that national welfare benefits are being forgone or are less than they
would be were those characteristics not present

F. 10 It must also be shown that bringing an arbitral regime into effect is capable of
providing positive economic efficiency and wetfare benefits net of distortion and
transaction costs

F.11 The effect of a Court order or a Ministerial direction will be for the Minister to establish,
and fund, a panel of independent experts who will:

• consult as they consider necessary to perform their function

• design an arbitral regime for dispute resolution having regard to the principles
described in paragraph F.6

• resolve the broad principles which are to apply in respect of that arbitral regime

F.12 The panel is an ad hoc body established from time to time as necessary. A timetable
for the performance of its functions by the panel will be required. This panel would
report to Pariiament The report would be considered by the relevant Select
Committee and that Committee would be empowered to introduce the details of the
relevant arbitral regim~ as a Bill into the House.

F.13 It is important that the arbitral regime is introduced only if and when necessary. It is
important the Government retains the power to institute the steps towards creating an
arbitral regime when it considers that national interest considerations, induding its
economic policy, require. Similany, a Minister will be in a position to act even if a
Court is not convinced that it has the authority in a particular case to make the
relevant Court order.

F.14 The provision of the Court order provides an opportunity for an industry participant to
have steps towards a regime initiated if that participant considers that worthwhile.
However, it is important that the steps cannot be taken lightly and that the burden of
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proving the case falls on the proponent A Court is an appropriate bOdy to consider
such issues since:

• proof and evidential standards are nigh

• a Court is probably less subject to undue influence than any other body that
might be used and does not itsetf have a rent-seeking stal(e in the industry
(this is particular1y important as a decision to make an order may commence
an effective re-allocation of wealth among induS'b'y participants)

• Courts are reasonably used to making decisions of this kind (and may be
assisted by a lay assessor in doing so)

• the decision whether or not to make an order is of a kind that a Court is
capable of making in that it requires no further enforcement or policing

• notwithstanding that an order is made, it does not follow that an arbitral regime
will necessarily come into effect - whether or not that is the case is a decision
that will be made or influenced by the panel, the Minister and Par1iament

F.15 An ad hoc panel rather than an existing institution should be used to make the
relevant recommendations to Par1iament for a number of reasons:

• an ad hoc pane' will not require funding on a continuous basis (indeed it may
be possible for industry participants (or industry customers) to be charged so
as to recover the costs of the panen

• it would be inappropriate to add wo"'c of this importance to the wor1< of an
existing body, especially with any exinng funding constraints. The wo"'c will
be required to be of a very high standard and to be delivered quickly

• the panel can be established on an indUstry-specific basis drawing on
appropriate expertise in reducing, to some extent at least. information
asymmetries

• since the panel will be dis-established once it has done its wort. it will be more
difficult than in the case of an existing and continuing body for undue influence
to be brought upon it

• the panel will in effect be accountable to Par1iament for the performance of its
duties and its report will be a public document

F.16 The Paniamentary process will provide:

• an opportunity for a full consideration of Govemment economic policy and of
other national interests

• an opportunity for further lobbying and for refinement of any suggested regime
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• a check against undue influence in as much as:

the delivery of the report will tend to provide motivation and momentum
to Par1iament

Paniament will be in a position to counter undue influence on the panel

• appropriate status for any arbitral system that follows from the delivery of the
report by virtue of the passage of legislation
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